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FOMC BRIEFING -- INTRODUCTION 

During ou r  presentations t h i s  af ternoon w e  w i l l  be 

r e f e r r i n g  t o  t h e  package o f  c h a r t s  d i s t r i b u t e d  t o  you. The f i r s t  

c h a r t  d i s p l a y s  t h e  monetary aggregate  assuapt ion and a s soc ia t ed  

i n t e r e s t  rates t h a t  u n d e r l i e  t h e  s t a f f ' s  p ro j ec t ion  f o r  t h e  

economy and f i n a n c i a l  markets. Our monetary p o l i c y  assumption i s  

indexed on growth of M2 of around 8-1/2 percent  t h i s  year ,  a f t e r  

making a rough allowance for t h e  e f f e c t  of s h i f t s  of  funds i n t o  

MMDAs from sources o u t s i d e  M2; f o r  1 9 8 4 ,  we have assumed growth 

of M2 a t  8 percent. These assumptions are c o n s i s t e n t  with s h o r t -

run A l t e r n a t i v e  B i n  the Bluebook. The v e l o c i t y  of  M2 i n  t h e  

p r o j e c t i o n  i n c r e a s e s  somewhat i n  1983 and 1 9 8 4  fol lowing t h e  

unusual ly  l a r g e  d e c l i n e  i n  1982 .  We be l ieve  t h e  assumptions and 

t h e  f o r e c a s t  a r e  c o n s i s t e n t  w i t h  a l i t t l e  f u r t h e r  r ise of 

i n t e r e s t  rates t h i s  year  -- t h e  3-month Treasury b i l l  r a t e  

ave rages  9-1/2 percent i n  t h e  f o u r t h  qua r t e r ,  about 4 percentage 

p o i n t  above i t s  c u r r e n t  level; next  year  r a t e s  are pro jec ted  t o  

d e c l i n e  moderately. 

The f i s c a l  s i t u a t i o n  i s  presented i n  t h e  next  c h a r t .  

S t a f f  p r o j e c t i o n s  f o r  receipts and o u t l a y s  i n d i c a t e  actual  budget 

d e f i c i t s  around $200 b i l l i o n  i n  both 1983 and 1 9 8 4  f i s c a l  years .  

These d e f i c i t s  on a s t r u c t u r a l  basis rise from t h a t  i n  1982, 
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l a r g e l y  because of t h e  personal  income t a x  reduct ions  e f f e c t i v e  

Ju ly  of l a s t  year  and t h i s  July.  Updated admin i s t r a t ion  budget 

f i g u r e s  are not  y e t  a v a i l a b l e ,  al though it seems l i k e l y  t h a t  t h e  

c u r r e n t  f i s c a l  year  d e f i c i t  w i l l  be c l o s e  t o  t h a t  of t h e  s t a f f  

and lower i n  1 9 8 4 ,  p a r t l y  r e f l e c t i n g  d i f f e r e n t  economic 

assumptions. 

Never the less ,  f i s c a l  po l i cy  is an  expansive f o r c e  over 

t h e  p r o j e c t i o n  per iod and t h e  a c t u a l  budget d e f i c i t s  r e l a t i v e  t o  

GNP, shown i n  t h e  bottom panel ,  are expected t o  remain 

h i s t o r i c a l l y  la rge .  A t  t h e  p re sen t  t i m e  w e  d o n ' t  believe t h e r e  

i s  much p o s s i b i l i t y  of a major change i n  t h e  f i s c a l  s t a n c e  over 

t h e  year  ahead, given t h e  a d m i n i s t r a t i o n ' s  lack of enthusiasm f o r  

t a x  i n c r e a s e s  and deep c u t s  i n  defense  o u t l a y s  and t h e  

unwil l ingness  of Congress t o  s l a s h  nondefense programs. 

M r .  Zeisel w i l l  cont inue  t h e  p r e s e n t a t i o n  wi th  a 

d i scuss ion  of r e c e n t  and prospec t ive  domestic economic 

developments. 

* * * * *  



Joseph S. Zeisel 


FOMC CHART SHOW 
July 12-13, 1983 

The expansion in economic activity has accelerated con­


siderably in recent months, and has taken on most of the character­


istics of a typical postwar cyclical recovery. While much of the 


rebound in demand earlier this year was accommodated by reducing 


stocks, more recently the sustained strength of sales has generated 


a vigorous growth in production and employment. 


As is evident in the left hand panels of the following chart, 


consumers have played a major role in the recent acceleration in 


economic activity. Sales of furniture and appliances have been 


particularly strong, associated partly with the recovery in housing. 


There has also been a resurgence in auto demand--as shown in the right-


hand panel. Domestic models sold at a 7-1/4 million unit annual rate 


in June, up nearly a fifth from the level late last year, and the 


strongest pace in almost two years. As the bottom right panel illus­


trates, dealers' stocks are now relatively low and substantial upward 


adjustments have been made in scheduled assemblies for the next few 


months. 


As shown in the next chart, industrial production overall 

has continued to rise strongly--by May, output was 7 percent above its 

trough 6 months earlier, about in line with its average performance 

in postwar recoveries. Available data suggest that production 

continued to increase at about this same pace in June. 

Consistent with the growth in output, nonfarm payroll 


employment has expanded strongly, rising by 350,000 in June, with 
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gains widespread. The rebound in factory production earlier in the 


year was associated largely with a snapback in the workweek, shown 


in the bottom panel; lately, however, employers have been shifting more 


to hiring to meet their labor needs, suggesting increased confidence in 


continued expansion. 


The next chart presents our view of the outlook for growth 

through 1984. We now estimate that real GNP rose at about a 7-112 

percent annual rate in the second quarter--higher than the forecast 

of the Commerce flash three weeks ago. Moreover, it appears that the 

stimulus to production from rising employment and income will carry 

over into the third quarter, with GNP advancing at close to the second-

quarter pace. We expect growth to ease somewhat toward year end and 

in 1984, but as indicated in the bottom panel, we are forecasting a 

slightly stronger than average second year of recovery--4-1/4 percent. 

For the two years combined, the projected expansion of nearly 10 

percent is close to postwar cyclical experience. 

In the next chart, we have disaggregated GNP growth to high-

light the contribution of the major components. Several elements-­

in particular, CCC payments and farm inventories--have been excluded 

because their erratic fluctuations have tended to obscure fundamental 

movements in GNP. As is evident from a comparison of the first and 

second panels, we expect real gains in private domestic final pur­

chases--that is, consumption, housing and business fixed investment-­

to hold up quite well on average in the latter half of this year. 

The swing from nonfarm inventory liquidation to restocking, which was 

a major factor in GNP growth in the first half, becomes less 
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important as t h e  year  progresses ,  but  t h i s  i s  o f f s e t  i n  p a r t  by a 

smaller  dec l ine  i n  n e t  exports .  

I n  1984 ( t h e  bottom pane l ) ,  GNP growth slows a s  f i n a l  purchases 

lose some momentum and t h e  process of inventory rebui lding comes t o  an 

end, although t h e  s h i f t  of n e t  expor t s  from a negative t o  a small 

p o s i t i v e  cont r ibu t ion  t o  growth p a r t i a l l y  o f f s e t s  the dece lera t ion  

elsewhere. Excluding CCC, f ede ra l  government purchases are not  expected 

t o  play much of a r o l e  throughout t h i s  period, and i n  f a c t  these  out lays  

grow a b i t  more slowly i n  1984 i n  real terms as t he  rise i n  defense 

out lays  moderates. 

Among the  components of f i n a l  purchases, housing (shown i n  

the next c h a r t )  has cont r ibu ted  s i g n i f i c a n t l y  t o  t h e  o v e r a l l  recovery 

to da te .  B u t  w e  expect considerably less support  from t h i s  s ec to r  f o r  

t he  balance of t h e  pro jec t ion  per iod.  The upper left-hand panel 

i l l u s t r a t e s  t h e  close inverse  c o r r e l a t i o n  between starts and mortgage 

in t e re s t  rates recent ly .  As t h e  right-hand panel shows, new home 

buyers responded vigorously t o  the  reduced mortgage rates_,and sales of 

new homes have near ly  doubled s ince  t h e i r  lows ea r ly  l as t  year.  But 

mortgage rates have moved up i n  r ecen t  weeks, and with some f u r t h e r  

rise i n  prospect ,  as  shown i n  t h e  middle panel, it appears l i k e l y  t h a t  

housing demand and home cons t ruc t ion  w i l l  soon begin t o  s t a b i l i z e .  

W e  a n t i c i p a t e  l i t t l e  f u r t h e r  growth i n  a c t i v i t y  u n t i l  mortgage rates 

begin t o  edge of f  again next year .  

The next  c h a r t  addresses  t h e  outlook f o r  business  c a p i t a l  

ou t lays .  As shown i n  t h e  upper l e f t  hand panel,  recent  da t a  on new 

orders  i n d i c a t e  t h a t  a f a r i l y  hea l thy  turnaround i n  spending f o r  
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business equipment appears to be underway. In contrast, outlays for 


nonresidential construction have continued to drop since late last 


year--the right hand panel. Given current vacancy rates, we expect 


office building construction in particular to remain weak through next 


year. In contrast, real spending for business equipment should con­


tinue to strengthen in 1984 as corporate profits improve and the slack 


in unused capacity narrows. Based upon revised figures, we are pro­


jecting capacity utilization in manufacturing to exceed 80 percent by 


late 1984. On balance, as shown in the bottom panel, we are projectins 


a recovery in fixed capital outlays of about 11 percent over the two 


years--slightly under the average cyclical rebound--reflecting the 


continued weakness of nonresidential construction. 


The next chart addresses the outlook for consumption. The 


top left panel illustrates the dramatic improvement in attitudes that 


accompanied the resurgence of consumer demand recently. The sharp 


run up in stock prices (right hand panel) helped enhance household 


financial positions and undoubtedly contributed to the increased demand 


for autos and other big ticket items. It is our view that consumer 


demand will remain vigorous over the near term given recent strong 


gains in employment and income, augmented by the stimulative effects 


of the July tax cut. We expect growth in consumer demand to moderate 


in 1984 as gains in real disposable income taper off. But given the 


improved state of household finances, outlays should hold up better 


than income; as indicated in the bottom panel, the saving rate is 


projected to remain relatively low in 1984. 
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As the next chart shows, we expect fairly steady improvement 

in the labor market to accompany stronger growth in output, although 

initially at least, much of the pickup in demand is achieved by 

rising productivity. The growth in employment next year should be 

greater, but, as shown in the middle panel, along with improved job 

opportunities, we also expect more rapid labor force growth. On 

balance, this will lead to a relatively slow decline in the civilian 

unemployment rate to about 8-1/2 percent by the end of next year-­

still quite high in historical terms. We expect employment in the 

industrial sectors to remain well short of 1979 peak levels, with 

especially high unemployment rates in some heavy industries. 

As the next chart shows, the prolonged weakness in labor 

markets has contributed to a considerable easing of wage inflation 

in all sectors of the economy. The overall index of average hourly 

earnings rose at a 4-1f4 percent rate in the past half year, down from 

a 6 percent increase in 1982.  We believe the levels of resource 

utilization that are projected f o r  the next year will continue to 

act as a restraint on wage increases. Moreover, there will be 

continued benefits from this year's good price performance on cost-

of-living adjustments, and agreements already in place generally have 

rather moderate wage increases built in for next year. At the same 

time, however, improved business and profit performance is likely to 

lead to some firming of wage demands and pressure for reversing wage 

concessions granted earlier. Next year's social security tax increase 

will also add about half a percent to compensation costs, shown in 

the bottom panel. As a result, we are projecting a 5 percent increase 

in these costs over 1984, slightly more than in 1983. 
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As the next chart shows, we expect continued strong 


cyclical gains in productivity to help in damping inflationary pres­


sures this year. Productivity growth was surprisingly strong last 


year in the face of declining output, suggesting that firms may have 


made special efforts to cut costs, possibly signaling more lasting 


gains in efficiency, and we have adjusted up our estimate of longer-


run productivity trends slightly. As growth in economic activity 


moderates somewhat in 1984, we expect gains in productivity to slow, 


in rather typical cyclical fashion, but for the year as a whole to 


remain slightly above our notion of the long-term trend. In conjunc­


tion with the slight acceleration in compensation, unit labor costs 


are projected to rise at about a 3-3/4 percent rate in 1984. 


The outlook for inflation is presented in the next chart. 


It is clear that the recent moderation of overall price increases 


owes something to the strong dollar and its impact on nonpetroleum 


import prices. As is shown, import prices rise sharply again in 1984 


as a result of the projected depreciation of the dollar. In addition, 


food prices next year may be moving up a bit more rapidly in response 


to a variety of government efforts aimed at raising crop prices and 


boosting farm income. Business is also likely to attempt to improve 


profit margins as demand firms. But fundamentally, given prospective 


labor cost trends and relative slack in markets, it appears that the 


risks of a substantial acceleration in prices are quite small. On 


balance, therefore, we are forecasting only slightly higher rates of 


inflation in 1984 than in the latter half of this year--a bit over a 


4 percent rate of increase in the GNP deflator. 


Mr. Truman will now discuss the international Outlook. 
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E.M. Truman 
J u l y  12,  1 9 8 3  

FOMC C H A R T  SHOW INTERNATIONAL OEVELOPMENTS 

The f i r s t  i n t e r n a t i o n a l  c h a r t  shows t h a t  t h e  w e i ' g h t e d  a v e  

f o r e i g n  e x c h a n g e  v a l u e  o f  t h e  do1 a r  has  r e c e n t l y  r e y a i n e d  i t s  e v e  

l a s t  November.  I n  n o m i n a l  t e r m s ,  d e p i c t e d  by  t h e  b l a c k  l i n e  i n  t h e  

c h a r t ,  t h e  d o l l a r  i s  s l i g h t l y  a b o v e  i t s  p r e v i o u s  p e a k ,  b u t  t h e  

r e l a t i v e l y  b e t t e r  i n f l a t i o n  p e r f o r m a n c e  i n  t h e  U n i t e d  S t a t e s  t h a n  on  

a v e r a g e  i n  o t h e r  i n d u s t r i a l  c o u n t r i e s  has  c a u s e d  a w i d e n i n y  gap b e t w e e n  

t h e  n o m i n a l  v a l u e  o f  t h e  d o l l a r  and  i t s  p r i c e - a d j u s t e d  v a l u e ,  shown b y  

t h e  r e d  l i n e .  

I t  i s  i n s t r u c t i v e  t o  n o t e  t h a t  a l t h o u g h  t h e  d o l l a r  has  

a p p r e c i a t e d  i n  n o m i n a l  t e r m s  b y  c l o s e  t o  f o r t y  p e r c e n t  s i n c e  t h e  e n d  o f  

1 9 8 0 ,  i t s  a p p r e c i a  i o n  h a s  b e e n  o n l y  s l i g h t l y  more  t h a n  f i v e  p e r c e n t  i n  

t h e  p a s t  1 2  m o n t h s  M o r e o v e r ,  � h e  d o l l a r ' s  a p p r e c i a t i o n  d u r i n s  t h i s  

p e r i o d  h a s  been  p r  m a r i l y  a g a i n s t  t h e  c u r r e n c i e s  o f  c o u n t r i e s  w i t h  r a p i d .  

i n f l a t i o n ,  s u c h  a s  F r a n c e  and  I t a l y .  A g a i n s t  t h e  German mark ,  t h e  S w i s s  

f r a n c  and t h e  C a n a d i a n  d o l l a r ,  t h e  U . S .  d o l l a r  has  b e e n  e s s e n t i a l l y  

u n c h a n g e d  i n  v a l u e ,  w h i l e  i t  h a s  d e p r e c i a t e d  somewhat a g a i n s t  t h e  

J a p a n e s e  y e n .  Thus ,  t h e  d o l l a r  has  r e m a i n e d  s t r o n g  o v e r  t h e  p a s t  y e a r ,  

b u t  i t  h a s  n o t  a p p r e c i a t e d  s u b s t a n t i a l l y  f u r t h e r .  However ,  as  i s  shown 

i n  t h e  l o w e r  p a n e l ,  t h e  d o l l a r ' s  c o n t i n u e d  h i g h  l e v e l  h a s  p e r s i s t e a  

d e s p i t e  t h e  e l i m i n a t i o n  ( u n t i l  r e c e n t l y )  o f  t h e  d i f f e r e n t i a l  b e t w e e n  

s h o r t - t e r m  d o l l a r  i n t e r e s t  r a t e s  and r a t e s  on  s h o r t - t e r m  a s s e t s  

d e n o m i n a t e d  i n  o t h e r  c u r r e n c i e s .  

We e x p e c t  t h a t  o v e r  t h e  f o r e c a s t  p e r i o d  movements  o f  i n t e r e s t  

r a t e s  on  f o r e i g n  c u r r e n c y  a s s e t s  w i l l  b e  e s s e n t i a l l y  s i m i l a r  t o  
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movements  i n  i n t e r e s t  r a t e s  on  d o l l a r  a s s e t s .  T h e r e  o r e ,  t h e  

e x p l a n a t i o n  f o r  t h e  p r o j e c t e d  d e p r e c i a t i o n  o f  t h e  do  l a r  shown i n  t h e  

t o p  p a n e l  w h i c h  amoun ts  t o  a b o u t  15  p e r c e n t  o v e r  t h e  n e x t  s i x  

q u a r t e r s  m u s t  l i e  e l s e w h e r e .  I t  w i l l  n o t  s u r p r i s e  t h e  C o m m i t t e e  t o  

l e a r n  t h a t  o u r  e x p l a n a t i o n  f o r  t h e  d o l l a r ' s  p r o j e c t e d  d e p r e c i a t i o n  

c o n t i n u e s  t o  l i e  i n  t h e  u n p r e c e d e n t e d  U.S.  t r a d e  and  c u r r e n t  a c c o u n t  

d e f i c i t s  t h a t  we a r e  f o r e c a s t i n g .  One f a c t o r  c o n t r i b u t i n g  t o  t h o s e  

d e f i c i t s  i s ,  o f  c o u r s e ,  t h e  c o n t i n u i n g  e f f e c t s  o f  t h e  s t r o n g  d o l l a r  

d u r i n g  t h e  p a s t  y e a r .  However ,  e c o n o m i c  c o n d i t i o n s  a b r o a d  w i l l  a l s o  

p l a y  a r o l e .  

The u p p e r  l e f t  p a n e l  o f  t h e  n e x t  c h a r t  shows t h a t  a v e r a g e  

i n f l a t i o n  has  d e c l i n e d  i n  t h e  f o r e i g n  i n d u s t r i a l  c o u n t r i e s  t o  a 

y e a r - o v e r - y e a r  r a t e  o f  l e s s  t h a n  s i x  p e r c e n t .  We e x p e c t  t h i s  

d e c e l e r a t i o n  t o  c o n t i n u e  o v e r  t h e  f o r e c a s t  p e r i o d ,  w i t h  an  a v e r a g e  

i n f l a t i o n  r a t e  o f  a r o u n d  f i v e  p e r c e n t  p r e v a i l i n g  a t  t h e  e n d  o f  1984 .  

A s  c a n  b e  s e e n  i n  t h e  u p p e r  r i g h t  p a n e l ,  i n d u s t r i a l  p r o d u c t i o n  

i n  t h e  m a j o r  f o r e i g n  c o u n t r i e s  has  p i c k e d  up  s i n c e  t h e  end  o f  l a s t  y e a r ,  

b u t  t h r o u g h  e a r l y  s p r i n g  t h a t  r e v i v a l  w a s  r e l a t i v e l y  m o d e r a t e ,  a v e r a g i n g  

l e s s  t h a n  1 / 2  a p e r c e n t  a m o n t h .  

The l o w e r  p a n e l  shows t h a t  t h e  r e c e n t  r e c e s s i o n  i n  t h e  

i n d u s t r i a l  c o u n t r i e s  a b r o a d  was l e s s  s e v e r e ,  on a v e r a g e ,  t h a n  t h e  

r e c e s s i o n  i n  1974-75 .  We p r o j e c t  t h a t  t h e  r e c o v e r y  w i l l  a l s o  b e  more  

m o d e r a t e .  The c o n t r a s t  r e f l e c t s ,  i n  p a r t ,  t h e  c o n t i n u i n g  n e e d  f o r  

m a c r o e c o n o m i c  a d j u s t m e n t  i n  F r a n c e  a n d  I t a l y .  However ,  we a r e  

p r o j e c t i n g  a weak r e c o v e r y  i n  J a p a n  a n d  Germany as  w e l l ,  i n  l a r g e  p a r t  

b e c a u s e  o f  t i g h t  f i s c a l  p o l i c i e s  a n d  r e l a t i v e l y  weak e x t e r n a l  demand. 
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The f o r e i g n  i n d u s t r i a l  c o u n t r i e s ,  as  w e l l  a s  t h e  U n i t e d  

S t  t e s ,  w i l l  e x p e r i e n  e l i t t l e  o r  n o  s h o r t - r u n  s t i m u l u  f r o m  e x p o  t s  t o  

t h e  non-OPEC d e v e l o p i n g  c o u n t r i e s  d u r i n g  t h e  f o r e c a s t  p e r i o d .  As i s  

shown i n  t h e  u p p e r  l e f t  p a n e l  o f  t h e  n e x t  c h a r t ,  t h e  v o l u m e  o f  i m p o r t s  

o f  t h e s e  c o u n t r i e s  i s  e x p e c t e d  t o  d e c l i n e  i n  1983  f o r  t h e  s e c o n d  y e a r  i n  

a r o w  a n d  t o  r e c o r d  o n l y  a m o d e r a t e  i n c r e a s e  n e x t  y e a r .  M e a n w h i l e ,  

t h e i r  e x p o r t s  a r e  e x p e c t e d  t o  e x p a n d  and  t h e  r t e r m s  o f  t r a d e  whose 

c o m p o n e n t s  a r e  shown i n  t h e  u p p e r  r i g h t  pane  s h o u l d  S t o p  

d e t e r i o r a t i n g .  

R e f l e c t i n g  t h e s e  f a c t o r s ,  t h e  l o w e r  p a n e l  shows t h a t  t h e  

t r a d e  d e f i c i t  o f  t h e  non-OPEC d e v e l o p i n g  c o u n t r i e s  i s  p r o j e c t e d  t o  b e  

l e s s  t h a n  h a l f  a s  l a r g e  i n  1984  a s  i t  was i n  1979.  The i m p r o v e m e n t  i n  

t h e  c u r r e n t  a c c o u n t  p o s i t i o n  o f  t h e s e  c o u n t r i e s  w i l l  be  l e s s  d r a m a t i c .  

The  m o r e  m o d e r a t e  c o n t r a c t i o n  r e f l e c t s  g r o w i n g  i n t e r e s t  p a y m e n t s  o n  

e x t e r n a l  d e b t s  t h a t  h a v e  been  b l o a t e d  b y  p a s t  a e f i c i t s  and  r e f i n a n c e d  a t  

h i g h e r  i n t e r e s t  r a t e s .  

The n e x t  c h a r t  s u m m a r i z e s  t h e  i m p a c t  on  U.S. e x t e r n a l  a c c o u n t s  

o f  t h e  r e l a t i v e l y  r o h u s t  U.S. r e c o v e r y ,  s l a c k  demand a b r o a d  and  o u r  

f o r e c a s t  f o r  t h e  d o l l a r .  The u p p e r  l e f t  p a n e l  shows t h e  c o n t i n u e d  

d e c l i n e  t h i s  y e a r  i n  t h e  v o l u m e  o f  U.S. e x p o r t s ,  w h i l e  t h e  v o l u m e  o f  

U.S.  i m p o r t s  r i s e s  b y  a b o u t  20 p e r c e n t .  N e x t  y e a r ,  w i t h  a p i c k u p  o f  

g r o w t h  a b r o a d  a n d  t h e  p r o j e c t e d  d e p r e c i a t i o n  o f  t h e  d o l l a r ,  t h e  g r o w t h  

o f  U . S .  e x p o r t s  s h o u l d  t u r n  p o s i t i v e  and  t h a t  o f  i m p o r t s  s h o u l d  

m o d e r a t e .  
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On t h e  p r i c e  s i d e ,  as  i s  shown i n  t h e  r i g h t  p a n e  , t h e  a v e r a y e  

p r i c e  o f  i m p o r t s  s h o u l d  c o n t i n u e  t o  d e c l i n e  t h i s  y e a r ,  r e f  e c t i n g  i n  

p a r t  t h e  d e c l  ne  i n  o i l  p r i c e s .  A s  M r .  Z e i s e l  has  n o t e d ,  e v e n  w i t h  n o  

c h a n y e  i n  o i l  p r i c e s  n e x t  y e a r ,  p r i c e s  o f  i m p o r t s  s h o u l d  p i c k  u p  

s i g n i f i c a n t l y  P r i c e s  o f  e x p o r t s  a r e  p r o j e c t e d  t o  r i s e  a t  a b o u t  a 5 

p e r c e n t  r a t e  b o t h  y e a r s .  

The l o w e r  p a n e l  shows t h a t  i n  t h e  f o u r t h  q u a r t e r  o f  t h i s  y e a r  

we a r e  p r o j e c t i n g  a U.S. t r a o e  d e f i c i t  o f  a l m o s t  $ 1 0 0  b i l l i o n  a t  an  

a n n u a l  r a t e ,  and  a c u r r e n t  a c c o u n t  d e f i c i t  o f  a b o u t  $71, b i l l i o n .  We a r e  

a l s o  p r o j e c t i n g  t h a t  b y  t h e  f o u r t h  q u a r t e r  o f  n e x t  y e a r  t h e  t r a d e  

d e f i c i t  w i l l  b e  c l o s e  t o  $ 1 1 0  b i l l i o n .  The c u r r e n t  a c c o u n t  d e f i c i t  w i l l  

i n c r e a s e  l e s s  t o  a b o u t  $ 7 5  b i l l i o n  b e c a u s e  t h e  e x p e c t e d  r e c o v e r y  

a b r o a d ,  a l o n g  w i t h  t h e  d o l l a r ' s  d e p r e c i a t i o n ,  s h o u l d  b o o s t  d i r e c t  

i n v e s t m e n t  r e c e i p t s .  

A s  I h a v e  n o t e d  b e f o r e ,  we a r e  l e s s  c e r t a i n  t h a n  we w o u l d  l i k e  

t o  b e  a b o i t  o u r  f o r e c a s t  o f  t h e  d o l l a r ' s  e x t e r n a l  v a l u e .  F o r  t h i s  

r e a s o n ,  t h e  n e x t  c h a r t  s u m m a r i z e s  an  a l t e r n a t i v e  f o r e c a s t  b a s e d  on  t h e  

a s s u m p t i o n  t h a t  t h e  d o l l a r  d o e s  n o t  d e p r e c i a t e  b e l o w  i t s  a v e r a g e  n o m i n a l  

v a l u e  r e c o r d e d  i n  t h e  s e c o n d  q u a r t e r  o f  t h i s  y e a r .  

The e s t i m a t e d  e f f e c t s  o f  a s t r o n g e r  d o l l a r  on  t h e  U.S. t r a d e  

and  c u r r e n t  a c c o u n t  d e f i c i t s  t h i s  y e a r  a r e  s m a l l  and  t h e  d e f i c i t s  m i g h t  

e v e n  b e  r e d u c e d  s l i g h t l y ,  r e f l e c t i n g  s o - c a l l e d  J - c u r v e  e f f e c t s ,  i f  t h e  

d o l l a r  does  n o t  d e p r e c i a t e .  By t h e  end  o f  n e x t  y e a r ,  h o w e v e r ,  t h e  

d e f i c i t s  w o u l d  be  i n c r e a s e d ,  w i t h  t h e  c u r r e n t  a c c o u n t  d e f i c i t  a b o u t  $ 1 0  

b i l l i o n  l a r g e r .  T h i s  e s t i m a t e d  e f f e c t  g r o w s  t o  a b o u t  $ 2 5  b i l l i o n  b y  t h e  

end  o f  1986.  
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The e f f e c t s  o f  a s t r o n g e r  d o l l a r  on U . S .  r e a l  g r o w t h  and  

i n f l a t i o n  a r e  somewhat  l e s s  d r a m a t i c .  As i s  shown i n  t h e  l o w e r  

p a n e l s ,  r e a l  g r o w t h  d u r i n g  1984 w o u l d  be  r e d u c e d  by a b o u t  a q u a r t e r  o f  

a p e r c e n t  a n d  consumer  p r i c e  i n f l a t i o n  w o u l d  r e m a i n  a t  l e s s  t h a n  3 - 1 / 2  

p e r c e n t  i n s t e a d  o f  r i s i n g  above  4 p e r c e n t .  The e f f e c t s  on r e a l  a c t i v i t y  

t e n d  t o  wash o u t  i n  l a t e r  y e a r s ,  b u t  t h e  p r i c e  l e v e l  w o u l d  b e  a b o u t  2 

p e r c e n t  l o w e r  a t  t h e  e n d  o f  1Y86. 

A c o n t i n u e d  s t r o n g  d o l l a r  w o u l d ,  o f  c o u r s e ,  h a v e  o t h e r  

i m p l i c a t i o n s  t h a t  a r e  m o r e  d i f f i c u l t  t o  q u a n t i f y .  Among t h e s e  a r e  t h e  

e n c o u r a g e m e n t  o f  p r o t e c t i o n i s m  h e r e  and,  i n  r e s p o n s e ,  a b r o a d  and 

t h e  e f f e c t s  on  t h e  d e b t  s e r v i c e  b u r d e n s  o f  d e v e l o p i n g  c o u n t r i e s .  

M r .  P r e l l  w i l l  now r e v i e w  t h e  d o m e s t i c  f i n a n c i a l  o u t l o o k .  
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DOMESTIC FINANCIAL DEVELOPMENTS 

The next c h a r t  presents  a broad view of c r e d i t  flows i n  t h e  economy. 

The i n s e t  I n  t h e  upper panel shows t h a t ,  i n  the f irst  ha l f  of t h i s  year ,  

t h e  debt of domestic nonfinancial  s ec to r s  grew a l i t t l e  f a s t e r  than nominal 

GNP. This  i s  a r e v e r s a l  of the  usua l  pa t t e rn  fo r  t h e  e a r l y  s t ages  of 

economic recovery,  bu t  is cons i s t en t  with our e a r l i e r  expectat ions.  As i s  

r e f l e c t e d  i n  t h e  chart, we are pro jec t ing  t h a t  debt  growth w i l l  o u t s t r i p  

GNP growth f o r  t h e  year  a s  a whole and again i n  1984. We thus see the  

c r e d i t  aggregate growing a t  about t h e  10%midpoint of t h e  Connnittee's 8-112 

t o  11-1/2% range f o r  1983 and slowing only s l i g h t l y  i n  1984. Looking a t  

the  components of t h a t  c r e d i t  growth, what stands out i s  the  behavior of 

f e d e r a l  debt ,  displayed i n  the  bottom panel,  absorbing an ex t r ao rd ina r i ly  

l a r g e  share of the t o t a l  c r e d i t  f low as it expands a t  almost a 20% per 

annum rate i n  1983-84. 

Among t h e  nonfederal  s e c t o r s ,  t h e  major increase  i n  c r e d i t  use t h i s  

year  has occurred i n  the  household sec to r .  A s  may be seen i n  the upper 

l e f t  panel of the  next  c h a r t ,  growth of mortgage and consumer debt has 

acce le ra t ed  sha rp ly ,  supporting t h e  key elements of s t r eng th  in f i n a l  

demand--housing and consumer durables ,  e spec ia l ly  autos .  The survey r e s u l t s  

depicted i n  the  r i g h t  panel suggest t h a t  there  has been a s h i f t  i n  consumers' 

a t t i t u d e s  away from t h e  conservat ive f inanc ia l  posture  they had assumed dur­

i n g  the  period of recess ion  and record high i n t e r e s t  r a t e s .  Despite the  

stepped-up borrowing, however, t h e  household s e c t o r ' s  f i n a n c i a l  n e t  worth 

has continued t o  r i s e ,  buoyed e s p e c i a l l y  by the  surge i n  s tock p r i c e s ,  and, 

a s  ind ica ted  i n  t h e  bottom r i g h t  panel ,  consumer loan  delinquencies have 

remained low while  mortgage delinquencies have shown s igns  of l eve l ing  o f f .  
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The f i n a n c i a l  condi t ion of t h e  business s e c t o r  a l s o  has improved. 

The top l e f t  panel of t h e  next char t  shows t h e  narrowing of t h e  f inancing 

gap faced by corporations--reflecting f i r s t  massive inventory l i qu ida t ion  

and then t h e  c y c l i c a l  upturn in p r o f i t s .  A s  f ixed  investment gathers  

speed next year ,  t h e  gap is expected t o  widen d e s p i t e  f u r t h e r  s i z a b l e  

p r o f i t  gains.  Another aspec t  of reduced pressures  on f i rms r ecen t ly  is 

r e f l ec t ed  in t h e  right-hand panel,  which i n d i c a t e s  that ,  in the  aggregate,  

i n t e r e s t  payments a l ready  command a not iceably smaller port ion of cash 

flows. The s e c u r i t i e s  markets,  moreover, have been much more hospi tab le  

t o  firms seeking long-term funds. The improving economy has brought a 

narrowing of q u a l i t y  spreads i n  bond y i e l d s ,  ind ica ted  in the lower l e f t  

panel by t h e  y i e ld  d i f f e r e n t i a l  between corporates  and Treasur ies ,  and 

b e t t e r  p r o f i t  prospects  and lower i n t e r e s t  rates have produced a marked 

reduct ion in t h e  cos t  of equi ty  c a p i t a l ,  as r e f l e c t e d  here  in the  earnings-

to-price r a t i o  f o r  t h e  S&P 500. These improvements have been sustained 

even through t h e  recent  back-up in i n t e r e s t  rate leve ls .  Companies have 

been ab le  t o  achieve considerable  progress in reducing debt-equity r a t i o s  

and, as ind ica t ed  in t h e  r i g h t  panel ,  i n  lengthening debt s t ruc tu res .  

We are p ro jec t ing ,  however, t h a t  as recovery proceeds next year short-term 

borrowing w i l l  again take on s u b s t a n t i a l  proport ions,  br inging a h a l t  t o  

t h e  balance shee t  r e l i q u i f i c a t i o n .  

The next  cha r t  focuses  on t h e  s t a t e  and l o c a l  government sec tor .  

Many s t a t e s  and l o c a l i t i e s  a r e  s t i l l  wres t l ing  with f i n a n c i a l  d i f f i c u l t i e s ,  

but ,  a s  t h e  upper panel shows, i n  the aggregate a combination of spending 

c u t s ,  t a x  h i k e s ,  and c y c l i c a l  revenue improvements has moved t h e  s e c t o r  
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back i n t o  operat ing surplus .  We are pro jec t ing  some narrowing of the  

surp lus  i n  subsequent qua r t e r s  a s  bu i ld ing  and r epa i r  spending picks up 

and some t ax  measures lapse.  The c r e d i t  markets meanwhile have been very 

recept ive  t o  tax-exempt borrowers, allowing units t o  sell huge amounts of 

bonds f o r  prospect ive spending purposes and f o r  the  refunding of higher 

cos t  debt.  A s  t h e  middle panel i n d i c a t e s ,  we see a considerable  f a l l -o f f  

i n  s t a t e  and l o c a l  borrowing i n  t h e  months ahead, owing t o  t h e  end of the  

p re - r eg i s t r a t ion  bulge and t o  the  rise i n  i n t e r e s t  rates. This w i l l  n o t ,  

however, mean any commensurate r e l i e f  f o r  the markets i n  terms of bas i c  

r a t e  pressures ,  s i n c e ,  as t h e  bottom panel shows, much of t h e  money bor­

rowed has been reinvested in other  securi t ies--especial ly  Treasuries .  

The next char t  shows t h a t  some key lenders  have benef i t ted  along 

with borrowers from t h e  c y c l i c a l  drop i n  i n t e r e s t  rates. Variat ions i n  t h e  

frequency of r epor t ing  and problems of seasonal i ty  complicate t h e  construc­

t i o n  of cons i s t en t  t i m e  series covering a l l  commercial banks. Nonetheless, 

i f  we focus on the  da ta  i n  t h e  boxes, i t  i s  f a i r l y  clear t h a t  t h e  earnings-­

e s p e c i a l l y  of the  bigger  banks--have been boosted by t h e  e f f e c t s  of 

dec l in ing  rates on i n t e r e s t  margins. Indeed, the improvement i n  margins 

was g r e a t  enough t o  o f f s e t  t h e  impact of higher loan l o s s  provis ions i n  

t h e  pas t  few quar te rs .  Obviously, though, c r e d i t  q u a l i t y  remains t h e  

major a r e a  of v u l n e r a b i l i t y  f o r  bank earnings,  with s t i l l  considerable  

r i s k s  of wri te-offs  of both domestic and in t e rna t iona l  loans. For t h r i f t  

i n s t i t u t i o n s ,  i n t e r e s t  rates are t h e  c r i t i c a l  var iable .  The t h r i f t s  

moved t o  roughly break-even operat ing pos i t i ons  i n  the  f irst  qua r t e r ,  

bu t  no f u r t h e r  improvement would seem t o  be i n  s t o r e  over t h e  remainder 

of the yea r ,  given our ra te  project ion.  



James 1,. Kichl ine 
J u l y  1 2 ,  1983 

FOMC CHART SHOW -- CONCLUSION 

The top  panel of t h e  next  c h a r t  presents a summary of 

t he  economic projections of C o m m i t t e e  members, the s t a f f ,  and t h e  

adminis t ra t ion .  The bottom panel  shows t h e  ranges of 1983 

p ro jec t ions  reported t o  the Congress i n  February. As i nd ica t ed  

by t h e  median f i g u r e s  f o r  Committee members, t h e  c u r r e n t  

p ro jec t ions  f o r  1983 are q u i t e  similar f o r  a l l  t h e  parties. 

Compared t o  t h e  outlook i n  February,  upward r e v i s i o n s  t o  

pro jec ted  real GNP have placed t h e  c u r r e n t  forecasts near t h e  t o p  

of t h e  earlier range. The unemployment rate projected f o r  t h e  

f i n a l  q u a r t e r  of 1983 is  now near the bottom of the range, 

a s soc ia t ed  with t h e  s t rengthened outlook f o r  economic a c t i v i t y .  

For 1 9 8 4 ,  t h e  various f o r e c a s t s  are not  markedly 

d i f f e r e n t ,  al though t h e  s t a f f  i s  on t h e  lower s i d e  of most 

f o r e c a s t s  for t h e  GNP d e f l a t o r  and consequently f o r  nominal GNP 

as well. 

For your p o s s i b l e  r e fe rence  the  las t  c h a r t  p r e s e n t s  

f o r e c a s t s  on a year-over-year basis. 

* * * * *  




